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CLEARING HOUSES— LIABILITY OF MEMBER 

BANKS FOR BANKS FOR WHICH 

THEY CLEAR. 

r I "HIS article is a continuation of one contained in the ViR- 
*• ginia Law Review for March, 1915, entitled "The Law 
of Clearing Houses," in which the general principles of the law 
of this important piece of our financial machinery were out- 
lined. In that article it was said: "A review of the subject 
would not be complete without at least a reference to the lia- 
bility of a member bank for checks upon banks which are not 
members but for which it clears." It is proposed in this article 
to complete the treatment of the subject. 

Briefly stated, the proposition is this: Has a bank, a mem- 
ber of a clearing house, the legal right to guaranty the payment 
of a check drawn on another bank, not a member, but for which 
the first bank clears? 

The machinery of a clearing house, apparently complicated 
but really simple, was described in some detail in the previous 
article, to which description nothing need be added here further 
than to present an illustration in the way of putting the fore- 
going proposition through the machine. 

Thus : The A, B, C, D and E banks are members of the clear- 
ing house. The X bank of the same city, however, being de- 
sirous of obtaining clearing house advantages without the bur- 
dens of membership, makes application to, say, the B bank to be 
allowed to clear through it, subject to the rules of the clearing 
house. The rules in this particular permit such a relation and 
provide in substance that the liability of members for banks which 
are not members shall be the same as for their own transactions 
and shall continue until due notice of discontinuance of such 
agency shall have been given. Now, on a certain morning, 
checks upon the X bank are at the meeting of the clearing house 
put into the envelope of the B bank by each of the other mem- 
bers and are charged to the B bank. It delivers them in turn to 
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the X bank, which retains them until a time later than that per- 
mitted by the rules for the return of dishonored checks, and 
then announces its insolvency. Quccre, assuming that the checks 
were good on the books of the X bank, is the B bank liable upon 
its guaranty that the X bank will pay the checks ? 

This may seem at first glance a simple question, the tendency 
being to answer it in the affirmative. But if that is the correct 
answer, there has been a strange reluctance to give it on the 
part of judicial and administrative officers. In 1912 the ques- 
tion was propounded as to national banks to the Comptroller of 
the Currency, who replied as follows : 

"You are advised that this office has made no ruling upon the 
subject, and the question of the liability of national banks 
under the section of the clearing house rule does not ap- 
pear to be one for the determination of this office in ad- 
vance. Should a national bank become insolvent, the ques- 
tion might arise for an official decision." 

Whether or not there is any significance in the last sentence of 
the letter is a subject of conjecture, but it is believed that a con- 
fident expression of opinion as to what view of the queetion the 
courts would take can not safely be made. 

So far as the writer's investigations of the authorities in 
point go, the question of the guaranty by one bank for clearing 
house purposes of checks drawn upon another has never been 
squarely decided by any of the courts, state or federal, of this 
country. The court which came nearest to it was the Supreme 
Court of Illinois, before which the point of ultra vires was 
specifically raised in argument in the case of Voltz v. National 
Bank of Illinois. 1 The court declined to pass upon the question, 
holding in the circumstances of the case that even if the guar- 
anty of checks by one national bank to another for clearing house 
purposes is ultra vires, this fact will not avail the drawees of 
a check who are not parties to the guaranty, when charged with 
liability to the bank, which, in compliance with its said guaranty, 
had paid the check and become an assignee thereof after the 
drawer becomes insolvent. Said the court : 2 

1 158 111. 532, 42 N. E. 69. 

* 158 111. 532. 42 N. E. 69, 72. 
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"But the determination of the question whether the guaranty 
contract is ultra vires and void, or void as being otherwise 
contrary to the statute under which appellee was organized, 
or against public policy, depends upon the interpretation 
that is to be placed upon the National Bank Act and the 
effect to be given its provisions. It may be that if a statute 
of this State was involved, then the rule that no right of 
action can spring out of an illegal contract (held in Penn 
v. Boorman, 102 111. 523, and in other cases), would apply. 
But in the very case just cited the paramount authority of 
the Supreme Court of the United States to construe all 
Federal statutes, including the National Bank Act, is fully 
conceded. The doctrine of the Federal courts, as applied to 
this case, is: that even if the guaranty which appellee gave 
to the First National Bank was ultra vires, or given in vio- 
lation of the National Bank Act, yet appellee could not urge 
that defense after the First National Bank, in reliance upon 
that guaranty, had taken the certified check in payment of 
the acceptance of F. L. Voltz & Co., and that the power to 
redress the wrong committed by the appellee bank was in 
the government only, by a proceeding to forfeit the char- 
ter of the bank. National Bank v. Matthews, 98 U. S. 
621: National Bank v. Whitney, 103 U. S. 99; Weber v. 
Spokane Nat. Bank (C C. A.), 64 Fed. 208." 

The scope of the question for many practical purposes must 
be considerably reduced when circumstances exist upon which 
an estoppel may be predicated. In their absence or insufficiency 
in number or character to create an estoppel, the question still 
presents itself. Perhaps it will never be, as. it appears never to 
have been, answered. Let us examine briefly, however, certain 
of the authorities upon what is and what is not ultra vires a 
bank — first, a national, and, second, a state bank. 

In the recent case of First National Bank v. Monroe, 8 the 
Supreme Court of Georgia said : 

"Corporations are creatures of law and their powers are lim- 
ited. Every person is presumed to know the law, and is 
charged with notice of the limitations on the powers of a 
corporation fixed thereby. Rev. St. U. S., § 5136 (U. S. 
Comp. St. 1901, p. 3455), gives to a national bank the 
power to 'make contracts' and 'to exercise by its board of 

• 135 Ga. 614, 615, 69 S. E. 1123, 1124. 
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directors, or duly authorized officers or agents, subject to 
law, all such incidental powers as shall be necessary to carry 
on the business of banking; by discounting and negotiating 
promissory notes, drafts, bills of exchange, and other ev- 
idences of debt ; by receiving deposits ; by buying and selling 
exchange, coin and bullion ; by loaning money on personal 
security; and by obtaining, issuing and circulating notes 
according to the provisions of this title.' The provisions 
referred to do not give power to a national bank to guaran- 
tee the payment of the obligations of others solely for their 
benefit, nor is such power incidental to the transaction of 
the business of banking. A bank can lend its money, but 
not its credit. See McGee on Banks & Banking, § 248; 1 
Morse on Banks and Banking, $§ 65, 169; 1 Bolles on 
Law of Banking. § 25: Bolles on the National Bank Act 
Annotated (4th ed.), 40. § 10. A national bank in negoti- 
ating its paper can bind itself for the payment thereof by 
its indorsement thereon, but it cannot guarantee the pay- 
ment of the paper of others, or become surety thereon, solely 
for the benefit of the latter." 

This is the general law of the subject, but its application to 
particular cases has been the source of a considerable variety of 
judicial opinion. 

There is, of course, no doubt of the power of a bank to guar- 
anty negotiable paper in the course of its business. In the lead- 
ing case of Peoples National Bank v. National Bank, 4 the Su- 
preme Court of the United States held that where a president of 
a bank negotiated for value a certain note and at the same time 
executed in the name of the bank a separate written guaranty 
of payment, it was binding upon the bank and within its powers, 
the court saying that any other conclusion would be a reproach 
to our jurisprudence. 

It is when we leave the territory covered by the expression, 
"the usual course of business," that the difficulties of the ques- 
tion begin. And it must be confessed that at times it is not easy 
to perceive the exact line of demarcation between those contracts 
of guaranty pronounced within and those pronounced without 
the powers of a bank. 

As has been stated, one of the touchstones of the question 

4 101 U. S. 181. 
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is as to whether or not a bank, in making the guaranty in ques- 
tion, lends its credit. If it does, it is ultra 'Ares. One of the 
best-known authorities upon the subject says : 6 

"Neither as included in its powers nor incidental to them is 
it part of a bank's business to lend its credit. If a bank 
would lend its credit as well as its money, it might, if it 
received a compensation and was careful to put its name 
only to solid paper, make a great deal more than any law- 
ful interest on its money would amount to. If not care- 
ful, the power would be the mother of panics, and if no com- 
pensation was received, there is the additional reason, if 
any is needed, that such a power is in derogation of the 
rights and interests of stockholders, and at all events could 
only be exercised with the consent of all. Indeed, lending 
credit is the exact opposite of lending money, which is the 
real business of a bank, for while the latter creates a lia- 
bility in favor of the bank, the former gives rise to a lia- 
bility of the bank to another." 

Certain of the cases in which the question of what is meant 
by a "lending of credit" was considered are the following : 

In the frequently cited case of Seligman v. Charlottesville 
National Bank, 6 it was held by Judge Bond, of the Fourth Cir- 
cuit, that a national bank, upon deposit of collateral security tvith 
it. has no power to guaranty the obligations of the person mak- 
ing the deposit. 

This was what is popularly known as an extremely "hard 
case," but the court did not for that reason permit it to make 
bad law. There was no dispute about the fact that the bank 
had agreed to make the guaranty and, of course, it may be pre- 
sumed, "not solely for the benefit" of the party guarantied — but 
the court held that the guaranty was invalid and the creditor 
who relied upon it lost his debt. 

In Johnston v. Charlottesville National Bank, 7 it was held that 
a national bank cannot make or indorse drafts or notes for the 
accommodation of another. 

In Bowen v. Needles National Bank, 8 it was held that a na- 

* Morse, Banks and Banking, § 65. 

6 3 Hughes 647. ' 3 Hughes 657. 

' (C. C. A.), 94 Fed. 925. 
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tional bank has no power to lend its credit to any person or 
corporation or to become guarantor of the obligations of an- 
other, except in the transfer of promissory notes discounted, 
which is in the ordinary course of banking. 

In Fidelity & Deposit Co. v. National Bank of Commerce, 9 
it was held that a bank has no power to certify an instrument 
by which the drawers agreed to pay their surety any amount 
the surety might be required to pay by virtue of such surety- 
ship, not exceeding $10,000, the check to be void in the ab- 
sence of such liability, such an instrument not being a com- 
mercial check, drawn in the ordinary course of the banking 
business. 

In Merchants National Bank v. Baird, 10 it was held that a 
national bank may warrant the title to the property which it 
conveys or it may become liable as an indorser or guarantor of 
obligations which it rediscounts or sells, but it cannot lend its 
credit to another by becoming surety, accommodation indorser 
or guarantor for him. Such an act is ultra vires, and, when its 
true character is known, no rights grow out of it. 

In the recent case of Barron v. McKinnon, 11 it was held that 
where a national bank in order to induce complainant to pur- 
chase certain steamship stocks owned by it, agreed to take com- 
plainant's note for $5,000 for the stock and hold the stock as 
collateral security and to guaranty complainant against any loss 
in the transaction from the execution and delivery of the note, 
such guaranty was not an ordinary commercial guaranty but one 
outside of the ordinary business of banking and ultra vires. 

An illustration of a transaction which is within the powers 
of a national bank is presented in the case of Schofield v. State 
National Bank, 12 in which an agreement to assume all the lia- 
bilities of another national bank in consideration of the transfer 
of its banking office and sufficient of its assets to cover the as- 
sumed liability was held to be not ultra tires. The difference 
between this case and the others seems manifest — a difference of 
principle. 

' 48 Tex. Civ. App. 301, 106 S. W. 782. 

" (C. C. A.), 160 Fed. 642. u (C. C), 179 Fed. 759. 

a (C. C. A.), 97 Fed. 282. 
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From the foregoing statement of the general law and the 
instances of its application, one of three elements appears to 
have controlled the decision in each case. First, whether or 
not the transaction was solely for the benefit of the guarantied 
party; second, whether or not it was in the ordinary course of 
banking business, and third, whether or not it was a lending of 
credit. 

Upon the first, it may be said that if the non-member bank 
keeps an account with the clearing bank and does other inci- 
dental business with it, this might be pronounced to make the 
transaction not solely for the benefit of the former. Other guar- 
anties, however, from which the guarantying banks seem to have 
derived a much more direct and substantial benefit, have been 
held invalid. 

We have found no direct authority as to whether or not the 
guaranty under consideration is "in the ordinary course of the 
banking business." But we should not lose sight of the fact 
that the articles of association of clearing houses throughout 
the country have contained guaranty provisions and that in the 
half century in which they have been in operation — in the cottrse 
of which non-member banks have only too often become insol- 
vent — the num1>er of cases in which the validity of the guaranty 
has been even questioned has l)een notably small. The value of 
this somewhat negative reason is, however, considerably les- 
sened by the refusal of the Comptroller of the Currency, supra, 
to rule upon the question until a case of insolvency arises. 

The question being then an open one, we do not prudently, 
after the manner of the modern law text-book, content ourselves 
with a statement of the fact, but we express an opinion, and that 
is that, aside from considerations of estoppel, the guaranty in 
question is a lending of credit within the inhibition of the Na- 
tional Banking Act. It is susceptible of becoming and being 
construed as an unlimited letter of credit. It is good for any 
amount or it is not good for any purpose. There is no middle 
ground. If in its usual terms it is good for $1,000, it is good 
for $50,000. While it is probable that checks upon the non- 
member bank will average daily only so much, for which the 
collateral of a percentage of the total deposits of the non-mem- 
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ber bank required by the member bank will be sufficient secur- 
ity, it is by no means impossible that checks may come in to an 
amount greatly in excess of that collateral, and thus the guar- 
anty contract becomes one of an unlimited liability. This would 
seem to come within the forbidden "lending of credit," the only 
legitimate extent of which is for actual or supposedly actual 
value received. 

The question, as it affects state banks in Virginia, is differ- 
ent. Their powers are more ample than those of national banks. 
Section 1161 of the Code of Virginia is as follows: 

"Every such bank or banking institution shall have power to 
exercise by its board of directors, or duly authorized offi- 
cers or agents, subject to law, all such incidental powers as 
shall be necessary to carry on the business of banking; by 
discounting and negotiating bills of exchange, promissory 
notes, drafts, and other evidences of debt ; by receiving de- 
posits; by buying and selling exchanges, coin, and bullion, 
and by loaning money on real and personal security or col- 
lateral; by guaranteeing the payment of bonds, bills, notes 
and other obligations; by rediscounting paper; and in pur- 
chasing and selling all stocks and bonds." 

If by this the legislature intended to confer powers of guar- 
anty limited only by the discretion of the board of directors, 
there can be no doubt of the validity of the guaranty by a state 
bank of the nature now under consideration. The affirmative 
utterance of the Supreme Court of Appeals of the state, how- 
ever, would be necessary to convince the writer that this clause 
in the statute means that the banks of Virginia are free to em- 
bark at any time upon a guaranty or underwriting business. It 
is again significant that they have never, as a class, acted upon 
this view of their rights, only six of the 176 banks of the state 
having gone so far even as to guaranty and sell bonds of other 
parties secured by first mortgage on real estate. The reason 
is not far to seek, being that the moment a bank of deposit em- 
barks upon the business of lending its credit, it turns aside from 
its "real business," as Mr. Morse calls it, of lending money 
and embarks upon that which is "its exact opposite," and tend- 
ing as he wisely says, "if not careful," to convert the power 
into the "mother of panics." 
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Rather does the case seem to the writer one for the applica- 
tion to the statute of the rules, noscitur a sociis and ejusdem gen- 
eris, under which these broad terms would be wisely narrowed. 
State banks, says the statute, shall have "all such incidental 
powers as shall be necessary to carry on the business of banking." 
That is the genus — the controlling expression — from which the 
meaning of the words which follow should be gathered. We 
have seen, however, that the business of banking is not the 
business of lending credit, and we would construe the express 
power "to carry on the business of banking * * * by guar- 
anteeing the payment of bonds, bills, notes and other obliga- 
tions" to mean a guarantee of those instruments when incidental 
to the deposit and discount business — "the real business" — of the 
bank, e. g., the warranties as to genuineness, title and the ca- 
pacity of prior parties to contract, contemplated in sections 65 
and 66 of the Negotiable Instruments Law, and kindred guaran- 
ties, and none other. 

The question has never been submitted to the Virginia court 
of last resort, but that court has repeatedly applied the rules of 
construction mentioned. 13 It is believed that the legislature, 
however ample may have been its language, did not intend to 
authorize the banks of its creation to embark upon the tempting 
but more or less dangerous sea of guaranty troubles without at 
least an amendment of their charters under the Act of March 
27, 1914, thus in effect becoming trust or guaranty companies 
and incorporating accordingly the word "trust" in their names, 
so that the public may understand the nature of their business 
and that they are lending their credit as well as their depositors' 
money. This done, no legal objection could be made to the 
entering of a state bank upon a general guaranty business, of 
which the clearing house guaranty would be only a single fea- 
ture, whose validity none could doubt. 

George Bryan. 
Richmond, Va. 

u Gates v. Richmond, 103 Va. 702, 49 S. E. 965, and cases cited. 



